I. INTRODUCTION
T HIS Article makes two points about the academic and regulatory reaction to Enron's collapse. First, it argues that what seems to be emerging as the "conventional story" of Enron, involving alleged fraud related to Special Purpose Entities (SPE), is incorrect. Instead, this Article makes the revisionist claim that Enron is largely a story about derivatives-financial instruments such as options, futures, and other contracts whose value is linked to some underlying financial instrument or index., A close analysis of the facts shows that the most prominent SPE transactions were largely irrelevant to Enron's collapse, and that most of Enron's deals with SPEs were arguably legal, even though disclosure of those deals did not comport with economic reality.
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1. The two basic categories of derivatives are options and futures, although these instruments can be combined to create more complex financial instruments, including swaps and other structured derivatives. Derivatives can be traded in two ways: on regulated exchanges or in unregulated over-the-counter (OTC) markets. The size of derivatives markets typically is measured in terms of the notional values of contracts. Recent estimates of the size of the exchange-traded derivatives market, which includes all contracts traded on the major options and futures exchanges, are in the range of $13 to $14 trillion in notional amount. See ALFRED STEINHERR, DERIVATIVES: THE WILD BEAST OF FINANCE 153 (rev. ed. 2000) . By contrast, the estimated notional amount of outstanding OTC derivatives as of June 2002 was $128 trillion. See Press Release, Bank for International Settlements, Acceleration of OTC Derivatives Market Activity in the First Half of 2002 (Nov. 8, 2002 , at http://www.bis.org/publ/otc-hy0211.pdf. In other words, OTC derivatives markets, which for the most part did not exist twenty (or, in some cases, even ten) years ago, now comprise about ninety percent of the aggregate derivatives market, with trillions of dollars at risk. Measured by notional amount, value at risk, or any other measure, OTC derivatives markets are bigger than the markets for U.S. stocks. Doc. No. 9551 (Mar. 5, 2003) , available at http://www.elaw4enron.com. (1245) hide its debt and that the unraveling of those deals led Enron to restate its financial statements during 2001, and then to its collapse. 12 Scholars also have focused primarily on regulatory changes directed at these issues: increased penalties for fraud; new requirements for independent corporate directors, audit committees and accountants; and new disclosure requirements.
See The Fall of Enron
The two points in this Article suggest that the key to understanding Enron's collapse is to reframe this discussion in terms of the complexity of the financial instruments-derivatives and off-balance sheet transactions-that drove Enron's major businesses.
1 3 Unfortunately, even after intense media scrutiny, congressional hearings and other government investigations, most of the firm's derivatives dealings remain unpenetrated. Even after Enron's bankruptcy, the firm's own officials were unable to grasp enough detail to issue an annual report in 2002; even with the help of a new team of accountants from PricewaterhouseCoopers, they simply could not add up the firm's assets and liabilities.
14 This Article's claim is that those details are central. If scholars are to understand the implications of Enron's collapse, they must begin by revisiting the conventional story about Enron.
Section II describes how Enron used and disclosed derivatives. Much of the relevant information about Enron's derivatives transactions was disclosed in Enron's financial reports, albeit in an unclear manner. Other derivatives were disclosed in summary form, based on SEC rules suggesting tabular presentation. Enron's risk exposure to derivatives was disclosed in limited ways, but arguably was consistent with prevailing standards of practice, which required disclosure of only "reasonably likely" contingencies. Overall, Enron's disclosure practices were driven by accounting rules and did not necessarily comport with economic reality.' 5 12. See Enron Corp. Form 8-K, Special Report, supra note 8, at 77; Gordon, supra note 7.
13. Financial economist Myron Scholes described Enron as one of the few non-financial services companies that was sufficiently sophisticated in such financial instruments to compete with banks and securities firms. See Myron Scholes, Derivatives in a Dynamic Environment, 88 AMER. ECON. REv. 350, 360 (1998) ("Product standardization will erode profits more quickly than in the past because more diverse entities, such as General Electric, Enron, or accounting firms, can compete in providing financial services using financial technology.").
14. Other firms, such as Dynegy, encountered similar problems, particularly with respect to the valuation of derivatives using methodology based on forward curves. See Dynegy Inc. Form 10-K (Feb. 14, 2003) , available at http:// dynegy.com/downloads/Dynegy2003O2l4 1OKA.pdf; see also Warren Buffett, What Worries Warren, FORTUNE, Mar. 3, 2003 , at 1-3 (describing problems associated with derivatives valuation); Avoiding a 'Mega Catastrophe, FORTUNE, Mar. 17, 2003, at 82-87. 15. Enron's Risk Management Manual explicitly stated a preference for accounting reality: "Reported earnings follow the rules and principles of accounting. The results do not always create measures consistent with underlying economics. However, corporate management's performance is generally measured by accounting income, not underlying economics. Risk management strategies are therefore Section III analyzes the regulatory approach to derivatives disclosure. Enron's trading businesses and financial innovations were driven by a rules-based regulatory system in which derivatives were largely unregulated, even when they were economically equivalent to regulated financial instruments. The SEC's "reasonably likely" standard did not require disclosure of financial contingencies that are important to the assessment of derivatives-related risks. Moreover, the SEC's rules-based tabular disclosure regulations create perverse disclosure incentives. Congress recognized the limitations of such a system and proposed a lower-threshold "may" standard, but the SEC reverted to "reasonably likely," supplemented by rules-based tabular disclosure. This disclosure regime has two flaws: it sets the bar too low for derivatives disclosure, and it creates unwarranted incentives for parties to make tabular disclosure (and not other disclosure) even if it is not useful. In general terms, efficient and fair financial regulation should treat derivatives as it treats economically equivalent financial instruments (including equivalent regulated securities). Accordingly, this Article suggests that in this context standards based on economic reality are generally preferable to rules based on accounting reality, and that the standards for derivatives disclosure should be higher than that for other MD&A disclosure, as Congress originally intended in enacting Section 401 (a).
II. A REVISIONIST VIEW OF ENRON
This section assesses the importance of derivatives in understanding Enron. Enron used derivatives in transactions with other corporations and partnerships to borrow money "off-balance sheet" and to fund various SPEs. Derivatives were central to the SPE transactions; without derivatives, Enron could not have achieved the purposes it intended: inflating profits and hiding debt. Moreover, other derivatives deals-with outside parties other than the well-known SPEs-were even more important to Enron's collapse.
The collapse of Enron does not necessarily lead to a conclusion that equity capital markets were inefficient, or that high equity valuations were unwarranted. 16 Instead, Enron's high equity valuations through 2000 might rationally have been based, at least in part, on Enron's ability to exploit the rules-based regulatory environment applicable to debt and derivatives,' 7 thereby securing an unusually low cost of capital, given Enron's directed at accounting rather than economic performance." Enron Corp. Risk Management Manual (on file with author).
16. See Gordon, supra note 7, at 1240 (noting that "Enron disturbs the efficient market hypothesis"). 17. The over-the-counter (OTC) derivatives markets are subject to limited disclosure requirements based on particularized rules. For example, companies generally are not required to include swap transactions as assets or liabilities on their balance sheets. Prior to Sarbanes-Oxley, the rules applicable to OTC derivatives required only that companies disclose summary details, in tabular form, about
VIiLLANOVA LAW REVIEW [Vol. 48: p. 1245 risks. Enron used financial innovation to reduce a range of direct regulatory costs: it reduced reported taxable income; it issued preferred and other hybrid securities in place of equity (and debt); it engaged in financial innovation to avoid specific rules in the natural gas and electricity markets. It also used derivatives to satisfy the rules-based regulatory regime associated with credit ratings, 18 thereby reducing its cost of capital. In other words, Enron's collapse is evidence of inefficiencies in the rulesladen debt and derivatives markets more than it is evidence of inefficiencies in equity markets. As Enron lost the ability to exploit the relevant rules during 2001, the value of its residual equity claims collapsed.
The key factor sustaining Enron's ability to secure a low cost of capital was an investment grade credit rating (e.g., BBB+ from Standard & Poor's), which the major credit rating agencies gave to Enron's debt from 1995 until November 2001.19 The rating agencies received information during this period indicating that Enron was engaging in substantial derivatives and off-balance sheet transactions, including both non-public information and information disclosed in Enron's annual reports. But they maintained an investment grade rating based in part on the assumption that Enron's off-balance sheet transactions were appropriately excluded from Enron's debt and should not matter in calculating related financial ratios because they were non-recourse to Enron. 20 In reality, Enron's derivatives converted its off-balance sheet debt into billions of dollars of recourse debt, depending-among other things-on Enron's stock price. If Enron's credit rating had reflected the company's actual debt levels during this period (i.e., had been sub-investment grade), its cost of capital 20. Enron listed billions of dollars of off-balance sheet debt in its informal non-public presentations to the rating agencies. See id. at 13. In describing these additional obligations to the credit rating agencies, Enron included what it called a "Kitchen Sink Disclaimer," stating that "Enron does not recommend using this analysis for anything other than illustrative purposes and for the purpose of concluding that the off-balance sheet obligations are not material to Enron's consolidated credit analysis. Cigarette smoking may be harmful to your health." See Jeffrey McMahon, Enron Corp. Credit Conference Credit Profile,Jan. 29, 2000, at 12 (copy on file with author).
would have been much higher, and its equity valuations would have been much lower. In sum, derivatives enabled Enron to exploit inefficiencies in debt and derivatives rules, thereby artificially (if only temporarily) inflating the value of its residual equity claims.
A. Derivatives and the SPEs
A complete description of Enron's use of derivatives transactions with SPEs is well beyond the scope of this Article (or any article-the bankruptcy examiner's report detailing such transactions already runs to several thousand pages 2 1 ). Instead, this section briefly will analyze the role of derivatives in a few of Enron's most prominent SPEs. 22 First, Enron used derivatives with the LJM1 and Raptor SPEs to hide losses suffered on technology stocks. Second, Enron used derivatives with the JEDI and Chewco SPEs to hide debt incurred to finance new businesses. The common theme in these transactions was that, without these derivatives, 23 Enron's SPE "schemes" would not have worked.
Using Derivatives to Hide Losses on Technology Stocks
First, Enron used derivatives to hide hundreds of millions of dollars of losses on its speculative investments in various technology-oriented firms, such as Rhythms Net Connections, Inc., a start-up telecommunications company.
24 Through a subsidiary, Enron invested $10 million in Rhythms NetConnections, an Internet service provider and potential competitor of Netscape, the company whose initial public offering (IPO) had marked the beginning of the Internet boom in 1995.25 Enron bought shares of Rhythms NetConnections at less than $2 per share.
6
Rhythms NetConnections issued stock to the public in an initial public offering on April 6, 1999, during the heyday of the Internet boom, at $21 per share; by the end of the day, the shares were trading at $69 per share.
27 Enron suddenly had a $300 million gain. Enron's other venture capital investments in technology companies also increased in value at first, alongside the widespread run-up in the value of dot.corn stocks. As 21. See BATSON, supra note 2. 22. SPEs do not necessarily touch the OTC derivatives markets, and SPEs need not enter into derivatives deals with related (or non-related) entities. SPEs and SPE transactions are common in modern financial markets and they offer numerous economic benefits, including non-recourse financing, separation of financial risks and creation of new markets. For example, credit card and mortgage payments frequently flow through SPEs, and financial services firms typically use such entities as well. [ Vol. 48: p. 1245 was typical in IPOs, Enron was prohibited from selling its stock for six months. 28 Because these stocks were carried in Enron's "merchant portfolio," changes in the value of the positions resulted in volatility on its balance sheet, and unwanted gains and losses on its income statement. Enron engaged in a series of derivatives transactions designed to reduce this volatility and lock in its profits, as well as to capture the value of futures contracts on its own stock. Specifically, Enron entered into a series of transactions with an SPE, LJM Swap Sub L.P., which was owned by another SPE, LJM1. In those transactions Enron essentially exchanged its shares in Rhythms NetConnections for a loan, ultimately, from LJM1.
29
These deals were structured as derivatives instead of as loans or sales, because Enron would have been required to record a loan as debt and would have been required to pay tax on a sale (and prior to six months from the IPO date, would not have had the right to sell, because of the lock-up provision). A derivatives deal did not incur such regulatory consequences.
Enron's transactions with another group of SPEs, the Raptors, worked in a similar fashion. Enron attempted to minimize the appearance of losses in its investments in technology companies by creating SPEs as "accounting hedges." 30 The critical element in this strategy was a series of derivatives transactions between Enron and the Raptors.
In three of the Raptors, Enron funded the SPE by giving it contingent derivatives based on restricted stock and stock contracts at below market value, in exchange for a promissory note.
3 1 Most of the derivatives transactions that followed, essentially put options on Enron's stock, allowed the Raptors to keep any increases in value of the technology stocks, but required them to pay Enron the amount of any future losses. 32 Because the Raptors' assets consisted almost entirely of Enron stock, the more the value of the technology stocks declined, the more Enron stock would need to be sold to meet their obligations.
3 3 As more Enron stock was sold to meet the obligations related to the derivatives contracts, the Raptors would have less money available to repay the promissory note to Enron. As a result, Enron continued to bear the economic risk in the transactions.
3 5 The performance of the underlying technology investments was irrelevant to the other investors in the Raptors because they were guaranteed a return. 36 Enron recognized a gain on the technology stocks by recognizing the value of the Raptor loans right away, and it avoided 
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Villanova Law Review, Vol. 48, Iss. 4 [2003] , Art. 10 http://digitalcommons.law.villanova.edu/vlr/vol48/iss4/10 recognizing on an interim basis any future losses on the technology stocks, were such losses to occur (which, of course, they did).37
In all, Enron had derivative instruments on 54.8 million shares of Enron common stock at an average price of $67.92 per share, or $3.7 billion total-all publicly disclosed in Enron's 2000 annual report. 38 In other words, at the start of these deals, Enron's derivatives obligations amounted to seven percent of all of its outstanding shares. As Enron's share price declined, that obligation increased and Enron's shareholders were substantially diluted. Yet even as the Raptors' assets and Enron's shares declined in value, Enron did not reflect those declines in its financial statements because its derivatives transactions fell outside rules that required Enron to record such losses.
Using Derivatives to Hide Debt
A second example involved Enron using derivatives with SPEs to hide debt incurred to finance new businesses. Essentially, some very complicated and unclear accounting rules allowed Enron to avoid disclosing certain assets and liabilities.
Two of these SPEs were Joint Energy Development Investments Limited Partnership (JEDI) and Chewco Investments, L.P. (Chewco). Enron owned only fifty percent ofJEDI and, therefore, under applicable accounting rules, could (and did) report JEDI as an unconsolidated equity affiliate. If Enron had owned fifty-one percent ofJEDI, accounting rules would have required Enron to consolidate all of JEDI's financial results in its financial statements. One way to minimize the applicability of this rule would be for Enron to create an SPE with mostly debt and only a tiny sliver of equity, say, $1 worth, for which the company easily could find an outside investor. One might expect to find a pronouncement by accounting regulators that such a transaction would not conform to Generally Acceptable Accounting Principles (GAAP). However, there was no such pronouncement. The Financial Accounting Standards Board, the private entity that set most accounting rules and advises the SEC, had not answered the accounting question of what would constitute sufficient capital from an independent source, so that an SPE would not need to be consolidated. Based on this letter, and on opinions from auditors and lawyers, companies began incurring off-balance sheet debt through unconsolidated SPEs where (1) the company did not have more than fifty percent of the equity of the SPE, and (2) the equity of the SPE was at least three percent of the total capital. 43 Under these rules, Enron would have been able to borrow ninety-seven percent of the capital of its SPEs without consolidating that debt on its balance sheet.
Because Enron could not find a truly independent investor to provide three percent equity, it entered into a derivatives transaction with Chewco similar to the one it entered into with the Raptors. However, it structured the transaction as a swap, effectively guaranteeing repayment to Chewco's outside investor. (Consequently, the investor's sliver of equity ownership in Chewco was not really equity from an economic perspective, because the investor had nothing-other than Enron's credit-at risk.) In its financial statements, Enron took the position that although it provided guarantees to unconsolidated subsidiaries, those guarantees did not have a readily determinable fair value, and management did not consider it reasonably likely that Enron would be required to perform or otherwise incur losses associated with these guarantees. 44 That position enabled Enron to avoid recording the guarantees. transactions with similar risks and rewards. The SEC staff understands from discussions with Working Group members that those members believe that 3 percent is the minimum acceptable investment. The SEC staff believes a greater investment may be necessary depending on the facts and circumstances, including the credit risk associated with the lessee and the market risk factors associated with the leased property. See Partnoy, Testimony, supra note 2; see also Bratton, supra note 7, at 1306 n.118 (describing GAAP authorities for the letter).
43. This provision was generally referred to as the "three percent rule." 44. Annual Report, supra note 38, at 39 n.3, 48 n.15. 45. Even the guarantees listed in the footnotes to Enron's financial statements were recorded at only ten percent of their nominal value. Id. at 48 n.15.
The effect of the derivatives transaction was that Enron-not the "investor" in Chewco-had the economic exposure to Chewco's assets. Ultimately, the ownership daisy chain unraveled once Enron was deemed to own Chewco. Then JEDI was forced to consolidate Chewco, and Enron was forced to consolidate both limited partnerships-and all of their losses-in its financial statements.
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Nearly a year before this unraveling, Enron disclosed some of the information related to these transactions in its public filings. In its 2000 annual report, Enron disclosed about $2.1 billion of such derivatives transactions with related entities, and recognized gains of about $500 million related to those transactions.
4 7 A few sophisticated analysts seemed to understand Enron's transactions based on that disclosure, and they bet against Enron's stock. 48 Other securities analysts either did not understand (or read) the disclosures, or chose not to speak, perhaps because of conflicts of interest related to Enron's substantial banking business. In sum, Enron did numerous derivatives deals with its SPEs, thereby enabling it to inflate income, avoid losses, and hide debt. Enron at least partially disclosed many of the relevant material facts about these deals. To the extent these SPEs are relevant to the debate about Enron, it is the derivatives deals with those SPEs-the put options and contingent contracts with the Raptors and the swaps related to JEDI and Chewco-that are of greatest importance.
B. Other Derivatives Use
Not only is the "conventional story" about Enron and the SPEs suspect-in that derivatives were the key to the SPEs-but the SPEs were not especially important to Enron's collapse. Instead, it was derivatives and off-balance sheet transactions other than those involved in the SPEs that were of primary importance. Issues related to those deals should be the focus of academic and regulatory inquiry into Enron's collapse.
If the SPEs, even with the derivatives deals, were not significant to Enron's publicly reported financial statements, then why did Enron collapse? One possible explanation is that investors simply lost confidence in the company and rushed to sell their shares, no longer trusting Enron's financial statements. However, this explanation ignores the role of sophisticated investors who closely followed Enron and were willing to buy the company's stock when they perceived it to be undervalued. Enron's officers had several months after analysts began questioning the firm's SPEs in which to disclose additional information showing that the company was 46. See Special Report, supra note 8, at 2-3, 42 (describing circumstances surrounding consolidation of Chewco, and subsequent financial impact on Enron's financial statements).
47. Annual Report, supra note 38, at 48 n. in reasonable financial condition. Yet Enron's stock price declined steadily throughout 2001, and the most significant short-term declines were not based on new negative information. 49 Instead, a more plausible reason for the decline in the value of Enron's stock was that Enron had engaged in numerous other derivatives deals to inflate reported profits, to reduce reported debt and to make it appear that Enron was sufficiently creditworthy to justify the investment grade credit rating necessary to sustain its derivatives trading business. As it became more likely that the credit rating agencies would downgrade Enron to sub-investment grade, Enron's stock price fell. The largest single-day decline was the day the credit rating agencies finally confirmed the downgrade, when shareholders learned that Enron's access to capital would become too limited and costly to sustain its derivatives trading operation.
As with the SPE transactions, a complete description of Enron's other derivatives is well beyond the scope of this Article.
50 Instead, this section will briefly analyze Enron's use of derivatives other than in transactions with SPEs. First, Enron's financial statements disclosed extensive use of derivatives, although the disclosures were not especially useful because they did not go beyond disclosures required by rule. Second, there is evidence that Enron's profits were due primarily to derivatives trading. Enron did not disclose the contingent risks associated with its trading businesses, but SEC disclosure rules arguably did not require such disclosure.
Even accounting for the effect of the previously discussed SPEs, as reflected in Enron's restated financials in November 2001, Enron was in strong financial condition. Its net income, even as restated, had been positive and increasing since 1993.51 Enron's last years were especially profit- 50. Enron's bankruptcy examiner has written hundreds of pages detailing how Enron used derivatives to borrow money without recording debt on its balance sheet. See BATSON, supra note 2. Enron used two strategies-end-of-year deals and prepaid swaps-to inflate reported profits and reduce reported debt, again within the parameters of a rules-based regulatory approach to accounting and disclosure. For example, in December 1999, Enron "sold" an interest in some Nigerian barges mounted with electricity generators to Merrill Lynch, which agreed to "buy" Enron's interest in the barge after Enron CFO Andy Fastow orally promised that byJune 2000 Enron would "make sure Merrill Lynch was relieved of its interest." Richard A. Oppel Jr., U.S. Studying Merrill Lynch in Enron Deal, N.Y. TIMES, July 27, 2002, at C1 (quoting Enron executive Alan Quaintance, Jr.). This year-end deal was designed to enable Enron to recognize a profit during 1999. Enron also did $8 billion of "prepaid swaps" with J.P. Morgan Chase and Citigroup. These prepaid swaps were loans from an economic perspective, but Enron recorded the loan proceeds as cash flow from operations, based on accounting rules. Likewise, the balance sheet value of Enron's equity was positive and increasing throughout this period. In 2000, even as restated, Enron's equity was recorded at more than $10 billion.
5 3 Compared to its reported equity, Enron's reported debt was at reasonable levels; even as restated, Enron's debt-equity ratio was roughly 1.0 during 1999 and 2000, and had declined substantially since 1997.
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Enron's bankruptcy examiner concluded that Enron's actual debt was more than double the amount reported in its financial statements.
55 Such high debt levels likely would not have warranted an investment grade rating, given Enron's capital structure and financial performance. But neither should such high debt levels have been a surprise to anyone who closely examined Enron's financial statements. Enron's 2000 annual report alone makes it clear that Enron had incurred substantial additional leverage and had significantly increased its risk exposure in various derivatives markets.
First, even a cursory examination of Enron's balance sheet reveals remarkable disclosures of Enron's new derivatives deals, cleverly labeled "price risk management activities." 56 For 2000, Enron reported price risk management activities as its most significant asset ($12.0 billion, up from $2.2 billion in 1999).57 Enron also reported price risk management activities as its most significant liability ($10.5 billion, up from $1.8 billion in 1999). 58 Since the previous year, derivatives assets and liabilities had increased more than five-fold. The same conclusions are apparent from Enron's income statement, which reports $7.2 billion of "other revenues" 59 and explains, in a foot- 56. See Annual Report, supra note 38, at 36 (describing accounting for "price risk management activities" as including forwards, swaps, options and energy transportation contracts).
57. See id. at 32 (discussing assets from price risk management activities). 58. See id. at 33 (discussing liabilities from price risk management activities). Much of the growth in both assets and liabilities was due to increased trading through EnronOnline, Enron's internet-based trading platform. EnronOnline's assets and revenues were qualitatively different from Enron's other derivatives trading. Whereas Enron's derivatives operations included speculative positions in various contracts, much of EnronOnline's operations purported to match buyers and sellers. Accordingly, a portion of the "revenues" associated with EnronOnline arguably did not belong in Enron's financial statements. But even without these additions, Enron's liabilities from derivatives trading were substantial and increasing.
59. See id. at 31 ("Revenues, other" category). Interestingly, Enron reported notional amounts of derivatives contracts as of December 31, 2000, of $21.6 billion. Id. at 38 (listing total of columns "Fixed Price Payor, Notional Amounts" and "Terms"). Either Enron was generating thirty-three percent annual returns from note, that "other revenues" consists of unrealized (i.e., "mark-to-market") gains on price risk management activities (i.e., derivatives trading). Enron's non-derivatives businesses were not performing well in 1998 and were deteriorating through 2000. Enron's non-derivatives businesses made some money in 1998, broke even in 1999 and lost money in 2000.63 Enron officials represented that it was not a trading firm, and that derivatives were used primarily for hedging purposes, and Enron's stock traded at much higher multiples of earnings than other trading-oriented firms. But Enron's financial statements did not support such representations.
Accounting regulations did not require additional disclosure related to derivatives in Enron's financial statements. Instead, specific rules suggested tabular disclosure of various types in footnotes to financial statements. Enron included tabular disclosure of its price risk management activities in terms of notional amount, fair value, and counterparty risk.
64
But Enron did not include in the footnotes to its financial statements a description of possible contingencies related to its price risk management activities.
Instead, Enron included some information about such contingencies in the Management's Discussion and Analysis, section of its annual report, where it disclosed in tabular form-as suggested by SEC rule-a range of "value at risk" (VAR) estimates related to its derivatives risk exposure. Enron's VAR methodologies captured a ninety-five percent confidence interval for a one-day holding period, and therefore did not cover worst-case scenarios for Enron's trading operations. 65 Nevertheless, Enron's discloderivatives (indicating that the underlying contracts were very risky), or Enron actually had much larger positions and somehow reduced the notional values of its outstanding derivatives contracts at year-end for reporting purposes. Enron's financial statements do not explain this issue. 60. See id. at 36 ("Unrealized gains and losses from newly originated contracts, contract restructurings and the impact of price movements are recognized as 'other revenues."'); see also Baird & Rasmussen, supra note 7, at 1801-02 (describing Enron's substantial trading activities).
61. See Annual Report, supra note 38, at 31. Enron's gains from price risk management activities from 1998 to 2000 ($16 billion) were roughly comparable to the annual net revenue for all trading activities (including stocks, bonds and derivatives) at the investment firm, Goldman Sachs & Co., during the same periods, a time in which Goldman Sachs first issued shares to the public. 14 Villanova Law Review, Vol. 48, Iss. 4 [2003] , Art. 10 http://digitalcommons.law.villanova.edu/vlr/vol48/iss4/10 sure arguably satisfied SEC rules, which permitted companies to comply with existing risk disclosure requirements by reporting such VAR estimates. Enron reported high and low month-end values for its trading, but not interim values or averages, and therefore had incentives to smooth its profits and losses at month-end. 66 Enron did not report its maximum VAR during the year, or give qualitative information about worst-case scenarios, and therefore did not report how much risk its traders were taking. Even so, Enron's reported VAR figures were remarkable. In 2000, Enron reported VAR for what it called "commodity price" risk-which included natural gas derivatives trading-of $66 million, more than triple its 1999 value. 67 Enron reported VAR for equity trading of $59 million, more than double the 1999 value. 68 A VAR of $66 million meant that Enron expected, based on historical averages, that on five percent of all trading days (on average, twelve business days during the year) its commodity derivatives trading operations would gain or lose $66 million. Enron's highest end-of-month commodity price risk VAR estimate was $81 million (almost ten percent of Enron's reported net income for 2000).169 These VAR estimates were higher than virtually any other company, including other trading firms.
Because Enron's derivatives frequently had long maturities-maximum terms ranged from six to twenty-nine years 7 0 -there often were not prices from liquid markets to use as benchmarks in valuing and assessing the derivatives. For those long-dated derivatives, professional judgment was important to valuation. For a simple instrument, Enron might calculate the discounted present value of cash flows using Enron's borrowing rates. But more complex instruments required more complex methodologies. For example, Enron completed over five thousand weather derivatives deals, with a notional value of more than $4.5 billion, 7 1 and many of those deals could not be valued without professional judgment. Enron disclosed that it relied on "the professional judgment of experienced business and risk managers" in assessing worst-case scenarios not covered by its VAR methodologies.
72 But Enron did not report any qualitative information about worst-case scenarios, nor did regulations require that it do so.
Moreover, there is substantial evidence that Enron's VAR disclosures underestimated the firm's derivatives risks because they were based on inaccurate internal estimates of the variables used to value its derivatives. Enron's derivatives traders faced intense pressure to meet quarterly earnings targets imposed directly by management and indirectly by securities analysts who covered Enron. To ensure that Enron met these estimates, some traders manipulated the reporting of their "real" economic profits and losses in an attempt to fit the "imagined" accounting profits and losses reflected in Enron's financial statements. First, traders smoothed income using "prudency" reserves, dummy accounts that led to false profit and loss entries for the derivatives Enron traded.
7 4 Second, traders mismarked the forward curves used to determine the current value of derivatives trades.
75 Both methods reduced the apparent volatility of Enron's trading businesses, making Enron's derivatives trading appear less risky. more closely correlate with the valuation methodologies used for merchant activities." Id. at 28. Enron's financial statements do not describe these refinements, and their effects, but given the recent failure of the risk and valuation models at other firms, including Long-Term Capital Management, there should have been reason for concern when Enron referred to "refining" its own models.
74. See generally PARTNOY, supra note 49, Chapter 10; see also Partnoy, Testimony, supra note 2 (describing use of prudency reserves). Enron's derivatives traders kept records of their profits and losses. For each trade, a trader would report either a profit or a loss, typically in spreadsheet format. Instead of recording the entire profit for a trade in one column, some traders split the profit from a trade into two columns. The first column reflected the portion of the actual profits the trader intended to add to Enron's current financial statements. The second column, labeled the "prudency" reserve, included the remainder.
To understand this concept of a "prudency" reserve, suppose a derivatives trader earned a profit of $10 million. Of that $10 million, the trader might record $9 million as profit today, and enter $1 million into "prudency." An average deal would have "prudency" of up to $1 million, and all of the "prudency" entries might add up to $10 to $15 million. The portion of profits recorded as "prudency" could be used to offset any future losses. "Prudency" reserves were especially effective for long-maturity derivatives contracts, because it was more difficult to determine a precise valuation as of a particular date for those contracts, and any "prudency" cushion would have protected the traders from future losses for several years going forward. In sum, "prudency" reserves smoothed Enron's trading profits and losses, thereby reducing apparent volatility.
75. See generally PARTNOY, supra note 49, Chapter 10. A forward curve is a list of "forward rates" for a range of maturities. In simple terms, a forward rate is the rate at which a person can buy something in the future. For example, natural gas forward contracts trade on the New York Mercantile Exchange (NYMEX). A trader can commit to buy a particular type of natural gas to be delivered in a few weeks, months or even years. The rate at which a trader can buy natural gas in one year is the one-year forward rate. The rate at which a trader can buy natural gas in ten years is the ten-year forward rate. The forward curve for a particular natural gas contract is simply the list of forward rates for all maturities.
Forward curves are used to determine the value of a derivatives contract today. Like any firm involved in trading derivatives, Enron had risk management and valuation systems that used forward curves to generate profit and loss statements. However, some Enron traders selectively mismarked their forward curves, typically in order to hide losses. (Traders are compensated based on their profits, so if a trader can hide losses by mismarking forward curves, he or she is likely to receive a larger bonus.) These losses ranged in the tens of millions of dollars for certain markets. For more complex deals, a trader would use a spreadsheet model of the trade for valuation purposes and tweak the assumptions in the model to make a transaction appear more or less valuable.
If Enron had been making money in what it represented as its core businesses, its substantial derivatives risks should not have been so important. Even after Enron restated its financial statements on November 8, 2001, it could have clarified its accounting treatment, consolidated its debt and assured analysts and investors that it was a viable ongoing concern. But it could not. Why not?
The answer requires a revision of the conventional view of Enron's collapse. What Enron represented as its core business was not making money, even as Enron's stock price was rising during the late 1990s. Recall that Enron began as an energy firm. Over time, Enron shifted its focus from the bricks-and-mortar energy business to the trading of derivatives. As this shift occurred, some of Enron's employees began misrepresenting the profits and losses of Enron's derivatives trading operations. Enron's derivatives trading was profitable, but was much more volatile than it appeared based on Enron's financial reports. Although Enron was a bricks-and-mortar company when it was created in 1985, by the end it had become primarily a derivatives trading firm, dependent on access to low-cost capital (and, therefore, on its own investment grade credit rating).
Enron's trading operations were not regulated by U.S. securities or commodities regulators, and the over-the-counter (OTC) derivatives it traded fell outside the scope of U.S. securities law. OTC derivatives trading also was beyond the reach of organized, regulated exchanges. Thus, Enron-like many firms that trade OTC derivatives-fell into a regulatory black hole. 76 The absence of regulation might not have mattered if investors had been aware of the firm's risks. But Enron's key gatekeepers 77 -Certain derivatives contracts were more susceptible to mismarking than others. Traders typically would not mismark contracts that were publicly tradedsuch as the natural gas contracts traded on NYMEX-because quotations of the values of those contracts would be publicly available. However, because the NYMEX forward curve has a maturity of only six years, a trader would be more likely to mismark a ten-year natural gas forward rate. At Enron, forward curves remained mismarked for as long as three years. From a disclosure perspective, such a strategy would have had a similar effect to the use of prudency reserves.
76. The Commodity Futures Trading Commission began considering whether to regulate OTC derivatives in 1997, but its proposals were rejected, and in Decem- 77. See generally Coffee, Understanding Enron: It's About the Gatekeepers, Stupid, supra note 7. Commentators also have blamed Arthur Andersen, Enron's auditor, although they have not directly addressed the accountants' role in disclosures related to Enron's derivatives. Arthur Andersen was responsible not only for auditing Enron's financial statements, but also for assessing Enron management's internal controls on derivatives trading. When Arthur Andersen signed Enron's 2000 annual report, it expressed approval in general terms of Enron's system of [Vol. 48: p. 1245 including the major credit rating agencies-either failed to spot the numerous risk disclosures related to Enron's derivatives trading, or spotted these disclosures but did not respond.
In sum, the story of Enron's collapse is not what at first appears. The firm was a highly-leveraged derivatives trading firm and it collapsed when its credit rating finally reflected that fact. The scholarly and regulatory response to Enron's collapse should reflect this understanding. Given this revised view, the next section assesses the specific regulatory response to Enron's failure to disclose more information about its use of derivatives.
III. THE REGULATORY RESPONSE TO ENRON'S USE OF DERIVATIVES
What lessons can be drawn from Enron's collapse about the type of regulation that should govern derivatives disclosure? Specifically, should regulation be weighted toward rules or standards, 78 and at what level of required disclosure should any rules or standards be aimed?
Securities regulation-like most regulation-generally is a combination of blended rules-standards with some "rules" (e.g., various types of tabular form disclosure) and some "standards" (e.g., the "reasonably likely" threshold for MD&A), with varying levels of required disclosure, depending on the type of information. Congress, the SEC, and international regulators have suggested that the weighting should be toward standards, yet disclosure regulation in practice-particularly as it relates to derivatives-has been highly rules-based. Recently, Congress and the SEC have disagreed about the appropriate level of disclosure.
This section concludes that Enron's collapse was strong evidence of the substantial inefficiencies associated with a rules-based disclosure regime, specifically rules based on accounting reality rather than economic reality. It further suggests that the SEC should move, as Congress expressly intended in passing Section 401(a) of Sarbanes-Oxley, toward a standards-based regime designed to capture more disclosure of financial contingencies related to derivatives.
A. Market-Based Responses
The analysis of derivatives disclosure in MD&A raises, in a specific context, the question scholars have asked for decades-whether regulators should mandate disclosure at all. Enron's derivatives disclosure practices internal controls during 1998 through 2000. See Annual Report, supra note 38, at 30. Yet it does not appear that Arthur Andersen systematically and independently verified Enron's valuations of certain complex trades, or even of its forward curves. See PARTNOY, supra note 49, Chapter 10. Arthur Andersen apparently examined day-to-day changes in these values, as reported by traders, and checked to see if each daily change was recorded accurately. But Andersen only sporadically checked Enron's forward curves and did not confirm that the values Enron had recorded reflected fair market values. See id.
78. As a general matter, rules are formal or mechanical and depend on uncontested facts, whereas standards are flexible and depend on context.
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Villanova Law Review, Vol. 48, Iss. 4 [2003] , Art. 10 http://digitalcommons.law.villanova.edu/vlr/vol48/iss4/10 are a challenging example for the theoretical literature on mandatory disclosure.
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One possible regulatory response to Enron's collapse is no response at all. According to the argument supporting this approach, market participants, post-Enron, will pressure companies to disclose relevant facts about their financial contingencies, including derivatives risks, and companies that do not make demanded disclosures will suffer a higher cost of capital and lower share valuation. For example, Larry Ribstein has argued that the markets will correct Enron-related problems, because investors and analysts now will understand where and how to look for the relevant information, and companies will have a model to follow in deciding how much to disclose. 80 However, if the argument of Section II of this Article is correct-and many market participants have fundamentally misunderstood Enron's collapse, even more than a year after the company's bankruptcy-it seems unlikely that the same people will have the ability to assess, and therefore have the incentives to demand, appropriate and relevant information. Moreover, given the pace of financial innovation, even sophisticated financial analysts are unlikely to know precisely which questions to ask, or to be able to determine whether an answer is accurate or complete.
81 Perhaps most importantly, restrictions on shorting stock create asymmetric incentives, because sophisticated investors can easily buy shares to profit from positive information not reflected in market prices, but find it more difficult and costly to sell shares to profit from negative information. Moreover, pre-Enron market failures are likely to continue if certain structural conditions in the market persist. First, disclosure related to derivatives positions is costly, and those costs are not reduced by the collapse of Enron; indeed, the cost of derivatives disclosure is greater if market participants are more concerned about such disclosures. Second, it is not necessarily easier for market participants to assess derivatives disclosure (or non-disclosure) post-Enron; they have similar technological capacity and access to information. 83 Moreover, the gap between what managers know and what shareholders understand 84 could persist if both issuers and investors become more sophisticated. Third, the collective action problems associated with a diffuse investor base have not changed. Any individual investor, even a large sophisticated one (such as a hedge fund), will not be able to appropriate much of the gains from investigating a firm's derivatives risks. Fourth, the regulatory exemptions applicable to certain types of derivatives (e.g., the Commodity Futures Modernization Act 85 ) and the limited disclosure requirements associated with accounting pronouncements related to derivatives (e.g., FAS 133) will continue to permit companies to avoid disclosure even in the face of market pressure. There has not been much pressure since Enron's collapse to reverse the CFMA exemptions for OTC derivatives or otherwise to create regulations with incentives for companies to disclose more information about their use of complex financial instruments.
86
In sum, if the benefits and costs of disclosure pre-and post-Enron's collapse are similar, disclosure practices-and the effects of those practices-are likely to be similar. Consider the question of whether Enron's managers would make different disclosure decisions regarding derivatives today. According to SEC rules, Enron's managers were required to decide whether it was "reasonably likely" that a particular contingency would occur. Given the volatility in the markets where Enron participated, would managers choose to disclose the potential losses associated with a particular market change? Under a rules-based system, where the SEC specifically provides guidance regarding the kind of tabular disclosure that will satisfy its disclosure requirements, managers would be likely to make precisely those disclosures. If other companies were making such disclosures-and only such disclosures-managers of any given company would have a disincentive to make additional disclosures. Moreover, the most important contingencies would not definitively be described as "reasonably likely." Review, Vol. 48, Iss. 4 [2003] , Art. 10 http://digitalcommons.law.villanova.edu/vlr/vol48/iss4/10 REVISIONIST VIEW OF ENRON Tabular disclosure of the type suggested by SEC rules is unlikely to be useful, either to individual investors or securities analysts, and therefore is unlikely to promote price transparency and accuracy. Tabular disclosure is both complex, and inevitably outdated, given the rapid pace of financial innovation.
Rules-based tabular disclosure would improve market efficiency if analysts found the information useful in evaluating companies. Unfortunately, rules-based tabular disclosure is quickly outdated and does not include enough information to enable even the most sophisticated securities analysts to assess the risks associated with a company's complex financial contingencies. The evidence supporting this conclusion is merely anecdotal, but is consistent with the well-established theory that financial market innovation is designed to avoid legal rules and outpace regulation. Congress recognized the potential for market failure in this area and accordingly provided in Section 401 (a) of Sarbanes-Oxley that a broadbased standard would apply to issuer disclosures related to off-balance transactions, derivatives, and other contingent financial contracts. Specifically, Section 401 (a) provided that the SEC must promulgate rules requiring issuers to file quarterly and annual reports disclosing all material off-balance sheet transactions, arrangements, obligations (including contingent obligations), and other relationships of the issuer with unconsolidated entities or other persons, that may have a material current or future effect on financial condition, changes in financial condition, results of operations, liquidity, capital expenditures, capital resources, or significant components of revenues or expenses.
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Before assessing the regulations promulgated by the SEC pursuant to Section 401 (a), it is useful to place this legislation in context, among the regulatory apparatus governing disclosure of financial contingencies. The theory supporting these regulations is inconsistent with the notion that market pressure alone will create incentives for companies to make adequate disclosures, and that market participants will be able to decipher those disclosures. Instead, Item 303(a) of Regulation S-K identifies a basic and overriding requirement of MD&A to "provide such other information that the registrant believes to be necessary to an understanding of its financial condition, changes in financial condition and results of operations." numerical presentations and brief accompanying footnotes alone may be insufficient for an investor to judge the quality of earnings and the likelihood that past performance is indicative of future performance. MD&A is intended to give the investor an opportunity to look at the company through the eyes of management by providing both a short and long-term analysis of the business of the company.
1
In other words, the SEC recognized the power and importance of narrative in supplying investors and analysts with information and analysis they otherwise might not receive, and the SEC endorsed the benefits of a disclosure regime that was weighted more to standards than rules. The theory was that narrative disclosure would be important and useful both because it is more accessible to investors and analysts, and therefore is more likely to be reflected in market prices. The theory also suggested that narrative disclosure would be more likely to reflect accurately management's assessment of their company's future earnings-the key information in most financial valuation models-than numerical or tabular information.
In 1989, the SEC began requiring that managers make specific disclosures of financial contingencies and off-balance sheet arrangements when a particular "trend, demand, commitment, event or uncertainty" was "reasonably likely." ' 9 2 If management determined that the contingency was not reasonably likely to occur, no disclosure was required.
93
As a separate component of the discussion of results of operations, management was required to discuss "any known trends or uncertainties that have had or that the registrant reasonably expects will have a material (May 18, 1989) .
93. If management could not make a determination about whether the contingency was "reasonably likely," then management needed to make an "objective" evaluation of the consequences of the contingency. Under this second prong, management was required to disclose the contingency, unless they determined that the consequences were "not reasonably likely" to occur. See id.; see also In the Matter of Bank of Boston Corp., Admin. Proc. File No. 3-8270, 1995 SEC LEXIS 3456, at *11 (Dec. 22, 1995 (applying "reasonably likely" standard). [Vol. 48: p. 1245 22 Villanova Law Review, Vol. 48, Iss. 4 [2003 , Art. 10 http://digitalcommons.law.villanova.edu/vlr/vol48/iss4/10 favorable or unfavorable impact on net sales or revenues or income from continuing operations." 94 These disclosure requirements were more like standards than rules. For example, the SEC noted that " [t] he discussion and analysis shall focus specifically on material events and uncertainties known to management that would cause reported financial information not to be necessarily indicative of future operating results." 9 5 Management was to discuss both new matters that will have an impact on future results and matters that previously had an impact on reported operations, but were not expected to have an impact on future operations.
The key question relevant to such MD&A disclosure is whether the "reasonably likely" standard is optimal in terms of expected costs and benefits. "Reasonably likely" is a term of art and necessarily is subject to a range of interpretations and actions by managers. Economically rational managers will assess the expected benefits and costs of making particular disclosure. If managers are acting exclusively in shareholders' interests, they will disclose all financial contingencies, even absent the disclosure requirement, where the benefits of doing so (to the shareholders) exceed the costs. Accordingly, a disclosure requirement would matter only if managers either (1) misperceive how the disclosure would affect shareholder value, or (2) are not acting in shareholders' interests. With respect to the first instance, managers might be risk averse with respect to financial disclosures. With respect to the second instance, 96 economically rational managers would only disclose if the personal benefit was greater than the personal cost.
Given the low starting point of disclosure of financial contingencies, most disclosure would likely have a negative price effect in the short-run, unless the market already was discounting the uncertainty associated with potential undisclosed financial contingencies. Conversely, not disclosing financial contingencies in such an environment would lead to a higher share valuation. Accordingly, managers operating in such an environment would have an incentive to decide that contingencies were not "reasonably likely" if their direct compensation would increase by more than the expected penalty associated with making such a disclosure. Given the standards-based nature of the regulation, the probability of a criminal prosecution for a decision about "reasonably likely" would be a low probability event. Likewise, the probability of personal liability would be low for such a decision, given insurance coverage and the high expected costs to plaintiffs litigating such a suit (as compared to a suit alleging more 94. Regulation S-K, Item 303(a) (3) L. REv. 627 (1996) . serious non-disclosure or fraud). Under such circumstances, management's disclosure might be suboptimal.
Although the MD&A contingent disclosure standards arguably require a level of disclosure beyond GAAP, the penalties for failing to make such disclosures are not high, even if the most significant cases hold defendants in violation of securities law. For example, in In the Matter of Caterpillar, Inc., the SEC found that Caterpillar had violated Section 13(a) of the Exchange Act by failing to disclose the importance of its Brazilian subsidiary to Caterpillar's earnings. 97 Caterpillar argued that disclosure was not required under GAAP, but the SEC found that the MD&A rules required disclosure, even if GAAP did not. The question did not involve OTC derivatives or complex off-balance sheet transactions, but the principles were the same, and managers did not suffer any serious consequences.
Similarly, in United States v. Simon, 9 8 Judge Henry Friendly found that accountants who technically had complied with GAAP could nevertheless be held criminally liable if the disclosures created a fraudulent or misleading impression among shareholders. In Simon, a footnote in Continental Vending's annual report had resembled the opaque disclosures in footnote 16 of Enron's 2000 annual report. AsJudge Friendly put it, "The jury could reasonably have wondered how accountants who were really seeking to tell the truth could have constructed a footnote so well designed to conceal the shocking facts."
99 But the principles articulated in Simon did not increase expected costs much because few prosecutions for similar conduct followed that case (moreover, the defendants paid small fines and later were pardoned by President Richard Nixon).1 0 0
Although the regulations requiring "reasonably likely" disclosures are drafted using standard-like language, the SEC also has provided rulesbased guidance by suggesting specific ways of disclosing various contingencies using tabular forms of presentation. With respect to complex financial contingencies, the SEC even has recommended particular methodologies (e.g., Value-at-Risk). By suggesting tabular forms of presentation, the SEC effectively has converted the standards into rules. Tabular forms of presentation discourage managers from providing other information because non-standard disclosures are not comparable across companies. Analysts examining disclosure of financial contingencies can compare notional values and at risk statistical measurements from dozens of companies with relative ease. But as the methods of disclosure specified in rules inevitably become less relevant due to financial innovation, and as registrants seek ways of minimizing the costs of disclosure, those disclo-97. In the Matter of Caterpillar, Inc., Securities Exchange Act Release No. 34-30532, 1992 SEC LEXIS 786 (Mar. 31, 1992 sures become less useful. Tabular presentation rules are likely to lead to lock-in, creating incentives for managers to avoid disclosing information about contingencies in addition to that required in tabular form.
In such circumstances, one would predict that companies such as Enron would substantially increase their off-balance sheet transactions, as well as their exposure to financial contingencies, without making additional disclosures. For example, given the choice between debt, which must be disclosed in the balance sheet, and an economically equivalent financial derivative such as a prepaid swap, which need be disclosed only in summary tabular form, rational managers would choose the disclosure with the lower regulatory cost. More importantly, managers would have an incentive to shift to complex financial contracting to the extent these contracts were economically equivalent to other contracts, but were governed only by a "reasonably likely" standard. In such instances, managers would not have an incentive to disclose more than the tabular disclosure suggested by the SEC. Enron's disclosures described in Section II are consistent with such incentives.
In sum, a relatively low standard, such as "reasonably likely," is not likely to cover the financial contingencies most relevant to assessing a company involved in derivatives trading or complex risk management activities. The SEC has converted even this relatively low-level standard into a set of less useful rules by providing guidance regarding tabular disclosure. Even if market incentives alone would lead managers to make adequate disclosures of complex financial contingencies, the presence of tabular disclosure rules will pervert this incentive. In such an environment the regulatory incentives overwhelm market incentives, the level of disclosure will be suboptimal, and market prices will not reflect the risks associated with a firm's complex financial contingencies.
B. The SEC's Response
In a January 2002 release, the SEC restated its position on the "reasonably likely" standard:
Registrants are reminded that identification of circumstances that could materially affect liquidity is necessary if they are 'reasonably likely' to occur. This disclosure threshold is lower than 'more likely than not.' Market price changes, economic downturns, defaults on guarantees, or contractions of operations that have material consequences for the registrant's financial position or operating results can be reasonably likely to occur under some conditions.' The SEC focused on the need for improved MD&A disclosure in three specific areas of concern: (1) liquidity and capital resources, including offbalance sheet arrangements; (2) certain trading activities involving nonexchange traded contracts accounted for at fair value; and (3) relationships and transactions with persons or entities that derive benefits from their non-independent relationships with the registrant or the registrant's related parties. The implication was that the SEC believed there were problems with this standard, as applied, but that these problems could be resolved with a simple warning.
Market participants, legislators and their staffs were well aware that the SEC was attempting to improve the level of disclosure by "reminding" registrants of their previously-existing obligations under the "reasonably likely" standard. With this SEC release as a backdrop, Congress held numerous hearings on Enron and began debating the provisions that would become Sarbanes-Oxley.
In early 2002, Congress explicitly considered continuing to apply the extant "reasonably likely" standard for disclosure of off-balance sheet transactions, but rejected this standard after months of deliberations. The Commission shall revise its regulations under the securities laws pertaining to the disclosures required in periodic financial reports and registration statements to require such reports to include adequate and appropriate disclosure of-(1) the issuer's off-balance sheet transactions and relationships with unconsolidated entities or other persons, to the extent they are not disclosed in the financial statements and are reasonably likely to materially affect the liquidity or the availability of, or requirements for, capital resources, or the financial condition or results of operations of the issuer. ... 10 4 Indeed, the Senate Committee on Governmental Affairs, and its Permanent Subcommittee on Investigations, conducted a detailed investigation of such transactions and the disclosures related to those transactions from January 2002 until the July 2002 vote on Sarbanes-Oxley, and various senators expressed serious concerns about these issues during this period.
Id. (emphasis added
10 5 In sum, Congress had the opportunity to weigh the costs and benefits of both the "reasonably likely" and "may" standards, and it opted for the latter after months of hearings, debate, and opportunity for public and private comment.
The legislative history does not make it clear specifically what Congress intended by the use of "may." Reference to the ordinary meaning of the term "may" is not especially useful; a typical dictionary definition states that "may" is "used to indicate a certain measure of likelihood or probability."' 0 6 There are two possible interpretive approaches. First, Congress might have used "may" to indicate that it was implementing a new standard to be used in assessing whether particular contingency disclosures were required. Second, Congress might have used "may" to indicate that it was importing whatever appropriate measure of likelihood or probability the SEC later would deem appropriate, thereby delegating to the SEC the authority to articulate the precise contours of the standard. Under either possibility, it is clear that Congress already had consideredand rejected-the "reasonably likely" standard and instead used "may" in Section 401 (a) to describe a different standard applicable to disclosure of complex financial contingencies.
In proposing new rules in response to Section 401 (a), the SEC indicated its belief that in using the word "may" Congress intended to work a dramatic change in the disclosure standard applicable to financial contingencies. The proposed rules state: that each annual and quarterly financial report required to be filed with the Commission shall disclose all material off-balance sheet transactions, arrangements, obligations (including contingent obligations), and other relationships of the issuer with unconsolidated entities or other persons, that may have a material current or future effect on financial condition, changes in financial condition, results of operations, liquidity, capital expenditures, capital resources, or significant components of revenues or We read the legislative mandate in the Sarbanes-Oxley Act as suggesting a lower disclosure threshold for prospectively material information related to off-balance sheet arrangements. Instead of adopting the 'reasonably likely' standard, it directs us to adopt a rule to require disclosure of items that 'may' have a material current or future effect. We believe that an appropriate interpretation of the disclosure threshold is best captured by the concept of 'remoteness.' Accordingly, the proposals would require disclosure of off-balance sheet arrangements under circumstances where management concludes that the likelihood of the occurrence of a future event and its material effect is higher than remote. In other words, an off-balance sheet arrangement 'may' have a current or future material effect, and disclosure would be required, unless management determines that the occurrence of an event and the materiality of its effect is outside of the realm of reasonable possibility. 1 0 7
The SEC proposed "not remote" and "reasonably possible" as standards consistent with Congress's intent in using "may." "Not remote" and "reasonably possible" (like "reasonably likely") are terms of art, and they are long-standing probability thresholds used in financial disclosure.
108
By using a "not remote" (or "reasonably possible") standard, the SEC indicated in its proposed rules that managers should increase the quantity and quality of disclosures with respect to financial derivatives and off-balance sheet transactions.
09 These comments were consistent with the legislative 107. Disclosure in Management's Discussion and Analysis about Off-Balance Sheet Arrangements, Contractual Obligations and Contingent Liabilities and Commitments, Securities Act Release No. 33-8144, Securities Exchange Act Release No. 34-46767, 2002 SEC LEXIS 2810 (Nov. 4, 2002 .
See ACCOUNTING FOR CONTINGENCIES, Statement of Financial Accounting
Standard No. 5, 3 (Fin. Accounting Standards Bd. 1975). 109. In supporting its proposed rules, the SEC concluded that: The proposed disclosure would be required if management determines either that an off-balance sheet arrangement is material in the current period or that it may become material in the future. Disclosure would not be required for off-balance sheet arrangements where the likelihood of either the occurrence of an event, or the materiality of its effect, is remote. Disclosure in Management's Discussion and Analysis about Off-Balance Sheet Arrangements, Contractual Obligations and Contingent Liabilities and Commitments, Securities Act Release No. 33-8144, Securities Exchange Act Release No. 34-46767, 2002 SEC LEXIS 2810 , at 35 (Nov. 4, 2002 . The SEC further stated that:
Under the proposed disclosure threshold, management first must identify and carefully review the registrant's direct or indirect guarantees, retained interests, equity-linked or-indexed derivatives and obligations (including contingent obligations) that are not fully reflected on the face of the financial statements. Second, management must assess the likelihood of the occurrence of any known trend, demand, commitment, event or uncertainty that could either require performance of a guarantee or other obligation, or require the registrant to recognize impairment. If management concludes that the likelihood of occurrence is history of Sarbanes-Oxley and the numerous Congressional hearings related to Enron's use of derivatives. The SEC received four dozen comment letters in response to the proposed release, most of which arrived on December 9, 2002, the deadline for comments.'
10 The vast majority of the comment letters-including letters from several associations of accountants and lawyers, as well as the "Big Four" accounting firms and several prominent law firms-argued that the SEC should effectively replace the word "may" in Section 401 (a) with "reasonably likely.""'I
The "Big Four" accounting firms argued in separate letters that the proposed "not remote" standard would confuse investors and create inconsistencies in financial statement disclosures." 1 2 For example, Ernst & Young argued that "In our view, 'reasonably likely' is a more appropriate remote, then no disclosure would be required under the proposed rules.
If management cannot make that determination, it would have to evaluate objectively the consequences of the known trend, demand, commitment, event or uncertainty on the assumption that it will come to fruition. Disclosure then would be required unless management concludes that likelihood of the event having a material effect is remote. Id. at 41.
110. Several letters arrived after the December 9, 2002 deadline. 111. Indeed, one commenter explicitly suggested that the SEC "replace" the word "may" in the statute, (something the SEC, an agency, obviously did not have the power to do) asserting that the drafting process had been rushed. See Comments of Jerry W. Powell, General Counsel and Secretary, Compass Bancshares, Inc., 2002 SEC Comment LEXIS 2101 , at *11 (Dec. 9, 2002 ) ("We encourage the Commission to replace the word 'may' as it appears in the sixth line of paragraph (a) (4) (i) (C) of proposed Item 303 of Regulation S-K with the words 'is reasonably likely to' in order to align the disclosure threshold of other similar information.").
112. See, e.g., Comments of KPMG LLP, 2002 SEC Comment LEXIS 2099 , at9-10 (Dec. 9, 2002 . KPMG argued that the standard would:
confuse investors and other financial statement users who are unlikely to understand that different probability thresholds attach to different disclosures within the same item; imply that off-balance sheet arrangements are inherently more significant and vulnerable than on-balance sheet items (an inference that we believe may be misleading since risk of loss applies equally to on-and off-balance sheet items); and create inconsistency with the historical purpose of MD&A to discuss the business through the eyes of management, which may consider remote outcomes, but which is more likely to manage based on reasonably likely outcomes. Id.; see also Comments of PricewaterhouseCoopers LLP, 2002 SEC Comment LEXIS 2107 , at 8 (Dec. 9, 2002 ) ("While we note the use of the word 'may' in the Sarbanes-Oxley Act, we do not believe that the intent was to further lower the threshold and thereby overwhelm the reader with information that may not be useful to an understanding of the issuer's operations if it is not at least reasonably likely that there will be an impact on the registrant."); Comments of Deloitte & Touche LLP, 2002 SEC Comments LEXIS 2097 , at 12 (Dec. 9, 2002 ) ("We believe the proposed disclosure threshold would require highly speculative judgments and would be burdensome to issuers and investors because it would result in overly voluminous disclosure of information that is of questionable relevance to investors."); Comments of Ernst & Young LLP, 2002 SEC Comment LEXIS 2100 , at 2 (Dec. 9, 2002 'n, 2002 SEC Comment LEXIS 2546 , at 13 (Dec. 31, 2002 ) ("We do not believe that the statute's use of the term 'may' requires a departure from current MD&A standard of 'reasonably likely' particularly as construed by the Commission, and we are concerned that such a low standard will undermine the usefulness of the disclosure for investors while greatly increasing the cost of compliance.") (citation omitted); Comments of Charles M. Nathan,Jr., Chair, Comm. on Sec. Regulation, & Steven J. Slutzky, Ad Hoc Subcomm., Comm. on Sec. Regulation, Ass'n of the Bar of the City of N. Y., 2002 SEC Comment LEXIS 2094 , at 14-15 (Dec. 9, 2002 ("The word 'may' in the Sarbanes-Oxley Act allows for a broad range of meanings in the context of the threshold for disclosure. This range certainly includes the 'reasonably likely' disclosure threshold currently applicable throughout MD&A, and, absent a legislative history requiring otherwise, 'may' should be presumed to have a meaning consistent with the existing disclosure threshold throughout MD&A.... Furthermore, while the legislative history of the SarbanesOxley Act does refer to the fact that there was testimony that enhanced disclosures concerning off-balance sheet arrangements are necessary to prevent future Enrontype problems, there is no suggestion that manipulation of the MD&A disclosure threshold itself led to any of the well-publicized accounting failures of recent history or that it creates loopholes that undercut clear disclosure.").
115. See Comments of Stanley Keller, Chair, Comm. on Fed. Regulation of Sec., Bus. L. Section, Ain. Bar Ass'n, 2002 SEC Comment LEXIS 2546, at 13 n.6 (Dec. 31, 2002) ("By placing the burden on management to determine that a contingent event is not reasonably likely to have a material effect, the current MD&A standard of probability already provides an appropriate standard of probability for disclosure."); Comments of Gerald S. Backman, Chair, Comm. on Sec. Regulation, Bus. L. Section, N.Y. State Bar Ass 'n, 2002 SEC Comment LEXIS 2296 , at 2-3 (Dec. 13, 2002 ("In addition, we are not aware of any problem with the reasonably likely standard, and there has been no showing of any basis to justify a change in that standard. It would not be sound disclosure policy to introduce a different standard into MD&A, which could mislead investors. Finally, the lower threshold could result in information overload, and the additional disclosures would not provide investors with information management uses to manage the company."); see also id. at 12 ("There should be one standard for everything in MD&A ....").
would confuse and overwhelm investors by requiring companies to deliver too much information.
16
The Financial Accounting Policy Committee of the Association for Investment Management and Research-an association of 61,000 financial analysts, portfolio managers and other investment professionals-submitted comments opposing a "reasonably likely" standard, 1 17 as did a few individuals. 118 But the vast majority of the comments specifically endorsed reverting to a "reasonably likely" standard.
The SEC responded in its final rules by abandoning the "not remote" standard in favor of "reasonably likely." The SEC stated a belief that the "reasonably likely" threshold "best promotes the utility of the disclosure requirements by reducing the possibility that investors will be overwhelmed by voluminous disclosure of insignificant and possibly unnecessa- 'l, 2002 SEC Comment LEXIS 2293 , at 2 (Dec. 20, 2002 ) ("We believe lowering the threshold for MD&A disclosure from 'reasonably likely' to 'more than remote' will result in less meaningful disclosures because there will be a vast increase in the quantity of disclosures, the very extent of which will outweigh meaningful disclosures about higher probability matters."); Comments of Karen Doggett & Broc Romanek, Co-Chair, Subcomm. on Off-Balance Sheet Arrangements, Am. Soc'y of Corp. Secretaries, 2002 SEC Comment LEXIS 2294 , at 3 (Dec. 18, 2002 ) ("To summarize, the application of a 'higher than remote' standard could have several unintended results, including a disproportionate emphasis on off-balance arrangements over other portions of MD&A that are more material to a particular issuer, and too much information about off-balance sheet obligations so that an investor would struggle to determine which are most likely to have negative impact."); Comments of Sullivan & Cromwell, 2002 SEC Comment LEXIS 2114 , at 2 (Dec. 9, 2002 (arguing that the proposed rules "will result in voluminous disclosures that are more likely to confuse and overwhelm investors than provide important information that will enable investors to make informed investment decisions"). Beard, 2002 SEC Comment LEXIS 2057 , at 3 (Nov. 25, 2002 ) ("The 'remote' disclosure threshold appears to be most consistent with Sarbanes-Oxley. Off-balance sheet transactions are permitted under relatively aggressive accounting standards in that accounting recognition is not required by the obligor or guarantor even if such obligor/guarantor may be ultimately liable for a significant portion of the indebtedness of the special purpose entity. For that reason, a stricter disclosure threshold is warranted. Also, given the complex nature of these transactions, the unsophisticated investor deserves an explanation of the potential risks even if such risks appear remote at the time. The remote standard allows investors to make judgments on potentially material adverse consequences to the registrant that are not required to be recognized or possibly even disclosed in the financial statements."). rily speculative information."' 19 The SEC did not describe which investors it believed would be overwhelmed, and it did not conclude that securities prices would not reflect this information because some investors would be overwhelmed. 12 0 The SEC also noted, " [W] e are mindful of the potential difficulty that registrants would have faced in attempting to comply with the 'remote' disclosure threshold set forth in the Proposing Release. We also believe that our use of a consistent disclosure threshold throughout MD&A will preclude the potential confusion that could result from disparate thresholds."' 2 1 However, the SEC did not weigh these costs against the expected benefits associated with a more inclusive disclosure standard. The SEC concluded that "[w]e have found no express reference in the legislative history conclusively demonstrating Congress' intent in using the word 'may." ' 122 However, the SEC did not mention the numerous references in the legislative history to the problems associated with derivatives and disclosure of derivatives, nor did it mention the Senate's rejection of the "reasonably likely" standard.
Comments of
The SEC's final regulations also included a rules-based provision that management make tabular disclosure regarding "(1) long-term debt obligations; (2) capital lease obligations; (3) operating lease obligations; (4) purchase obligations; and (5) other long-term liabilities reflected on the registrant's balance sheet under GAAP."' 2 3 However, tabular disclosure was not explicitly required or suggested for derivatives or contingent contracts in other categories. 124 Thus, the SEC shifted the regulatory regime toward rules-based tabular disclosure. 34-47264, 68 Fed. Reg. 5982, 5985 (Feb. 5, 2003) . Sophisticated analysis, not individual investors, are the target audience for these kinds of disclosures. According to a survey by Ernst & Young, the length of an average annual report had increased from thirty-five pages, when FASB first began setting accounting rules, to sixty-four pages in the early 1990s; the number of footnotes increased from four to seventeen. Ray J. Groves, Here's the Annual Report. Got a Few Hours?, WALL ST.J., Aug. 4, 1994 , at A12. Few individual investors can read or understand the basics of an average annual report, much less the complexities of contingent disclosures related to derivatives.
120. In fact, such information is precisely the type that would be most useful to sophisticated investors and analysts, whose activities are reflected in securities prices. No. 33-8182, Securities Exchange Act Release No. 34-47264, 68 Fed. Reg. 5982, 5985 (Feb. 5, 2003) . 122. Id. 123. Id. at 5986. 124. The SEC included a standards-based requirement stating that management must provide other information that it believes to be necessary for investors to understand both the company's off-balance sheet arrangements and the material effects of these arrangements on its financial condition. This "catch all" standard is intended to capture any "reasonably likely" events that otherwise would not To apply the "reasonably likely" test, management first must "identify and critically analyze" the company's off-balance sheet arrangements. 125 Second, management must assess the likelihood of the occurrence of "any known trend, demand, commitment, event or uncertainty that could affect an off-balance sheet arrangement."
126 If management concludes that the known trend, demand, commitment, event or uncertainty is "not reasonably likely to occur," then no disclosure is required.
12 7 If management cannot make that determination, it must make disclosure unless it determines that even if the contingency were to occur, a material change in the company's financial condition was "not reasonably likely to occur." 1 28 In other words, management has two bites at the "reasonably likely" apple: one when determining whether the contingency would be "reasonably likely," and another when determining whether a material effect of any contingency that did occur would be "reasonably likely."
Even those groups advocating a "reasonably likely" standard have suggested that specific rules-based requirements are inappropriate. For example, Sullivan & Cromwell, a law firm that represents several derivatives dealers, noted its belief that the Commission should adopt a more flexible and less proscriptive approach, requiring companies to discuss in general terms the level and significance of off-balance sheet arrangements as well as the Company's reasons for pursuing such arrangements and specific disclosure in reasonable detail on those significant off-balance sheet arrangements according to current standards of MD&A disclosure.
129
Similarly, the European Commission stated, "Accordingly, there is a primordial need for an appropriate accounting treatment of arrangements and transactions whose (whole or partial) purpose is to remove from an entity's balance sheet liabilities or assets. Such accounting must reflect the fall into a particular category covered by the regulation. Whether this standard is effective depends on the extent to which the SEC enforces it. This catch-all provision is consistent with the SEC's more general approach to MD&A disclosure, requiring that companies disclose facts even if accounting rules do not require disclosure. See generally Cautionary Advice Regarding Disclosure, Securities Act Release No. 33-8040, 66 Fed. Reg. 65,013 (Dec. 17, 2001) The tabular disclosure rules do not cover many important financial contingencies. For example, consider the class of instruments known as credit derivatives, whose value is based on credit ratings. Many of Enron's off-balance sheet contracts depended, explicitly or implicitly, on the level of its credit rating. Enron did not disclose relevant and material information about these contracts, except to note in its 2000 annual report that its "continued investment grade status is critical to the success of its wholesale business as well as its ability to maintain adequate liquidity."
31 Presumably, Congress and the SEC would want to encourage or require such disclosure, but the application of the new rules to such disclosures remains unclear.
Disclosure of "reasonably likely" contingencies would not likely have prevented the problems associated with Enron. Indeed, Enron arguably was in compliance with the newly-enacted SEC regulations. In assessing the firm's financial contingencies at the end of 2000, management would not have considered a scenario in which Enron's stock price would decline by more than half to be "reasonably likely." Accordingly, management would not have needed to disclose details about Enron's derivatives contracts with the SPEs. Nor would it have been "reasonably likely" that the volatility of commodity prices in 2000 would continue. Moreover, management's assessment is required to be objectively "reasonable" only as of the time the assessment is made.
1 32 As of any particular time, the reasonableness of a decision about whether a particular contingency is "reasonably likely" will be based on the relevant price histories for the relevant variables and predictions about how those variables are likely to change in the future. Such disclosures necessarily will exclude "worst case" scenarios. To the extent traders are not accurately reporting the volatility of their portfolios; they can provide managers with excuses to make more limited disclosures. In other words, a "reasonably likely" standard creates incentives to report profits and losses that are relatively smooth, so that "reasonably likely" disclosures will be relatively limited. In such an environment, systemic risks will increase, because investors will not have accurate information about the risk distributions of a company's derivatives trading, and companies will not disclose much useful information about their derivatives risk exposure.
130. Comments of Alexander Schaub, Director-General, European Comm'n (Dec. 9, 2002) , available at http://www.sec.gov/rules/proposed/s74202/ aschaubl.htm.
131. Annual Report, supra note 38, at 27. 132. See Management's Discussion and Analysis of Financial Condition, Securities Act Release No. 33-6835, 54 Fed. Reg. 22,427, at 22430 (May 24, 1989) .
